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Abstract

Ghana is in the midst of a severe but not unprecedented macroeconomic crisis. This
paper helps to evaluate the government’s policy options by (1) explaining the crisis’s
causes, and (2) comparing it to previous macroeconomic crises and the policies that
corrected them. Two large shocks are to blame for the crisis: an increase in the fiscal
deficit of about 6 percent of GDP and a reduction in hydroelectric production that has
not been replaced with thermal generation. The latter is more difficult to quantify,
but may be as large as 4 percent of GDP. Although large, Ghana has recovered from
similar shocks in the past, and with luck, should be able to do so now. But this will
require reversal of the large increases in the public sector wage bill that drove much
of the fiscal shock.
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1. Introduction

Ghana is going through a prolonged and severe macroeconomic crisis. Economic
growth has decelerated rapidly from the petroleum-induced boom of 2011-2012 to
rates that are well below pre-crisis projections and below the average rates of the
previous two decades. The trade balance appears to be unsustainable, given likely
flows of foreign direct investment, remittances, and aid. The Ghanaian cedi has
come under intense pressure and depreciated significantly. Inflation is once again
increasing after a decade in which the monetary authorities succeeded in bringing
it to single digits. Given the high hopes for economic development that Ghana’s oil
discovery fostered in the last decade, it is important to ask what has gone wrong and
whether it can be put right. This paper attempts to answer those questions and to put
the current crisis in (recent) historical perspective.
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2. Origins of the crisis

Almost everyone agrees that the crisis began with a dramatic increase in the budget
deficit in 2012. Figure 1 shows why.! After improving in 2011 as oil production
began, both the primary balance and the overall balance plummeted in 2012, each
by about 6 percent of gross domestic product (GDP). While not unprecedented in
Ghana’s recent history, this is a huge shock.? Furthermore, unlike previous episodes
of sharp deterioration in the fiscal balances, the current deficit persisted for 3 years
(and at least into 2015 as well). Figure 1 shows that while the primary balance did
improve by about 4 percent of GDP from 2012 to 2014, the overall cash balance held
constant at about 10 percent of GDP. The difference, by definition, is government
interest payments, which have ballooned over the past 3 years as government debt,
mostly issued domestically, grew and interest rates increased. The resulting debt
service has increased from 2 percent to 6 percent of GDP in just 2 years, adding a
new burden to the fiscal balance that will persist and, indeed, grow as long as the
primary balance is negative, as it continues to be into 2015.

It is important, then, to understand the nature of this dramatic change in fiscal
policy, something to which I will turn shortly. First, however, | should highlight
another important shock to the Ghanaian economy: the electric energy crisis. When
rains are inadequate for extended periods of time, the water level in Lake \olta falls
and hydroelectric generation at Akosombo, which accounts for more than 60 percent
of Ghana’s capacity, must be reduced. Ghana has added thermal capacity since the
late 1990s, but it has been hampered in the current crisis by irregular supply of gas
from Nigeria through the West African gas pipeline and government’s difficulties in
financing crude oil purchases, leading to persistent and pervasive blackouts around
the country.

As with the fiscal deficit, electricity shortages are not unprecedented in Ghana,
but the current crisis is more severe and longer-lived than previous ones. While
more difficult to measure than the fiscal shock, the electricity shock is undoubtedly
important. In 2013, the World Bank’s Enterprise Survey found that 19 percent of
Ghanaian firms cited electricity as an important impediment to their growth, second
only to those reporting access to finance as a constraint (50 percent). The situation
has surely worsened since 2013.

. The source for this graph is only available for recent years. Figure 4 includes longer series for
commitment surpluses only from different sources.

2 For comparison, the 2009-2011 fiscal stimulus in the United States, meant to address the largest
financial crisis in many decades, was about 2 percent of GDP per year.
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Figure 1: Overall and primary fiscal balances, percent of GDP

Source: Ghana, Ministry of Finance and Economic Planning (various years).

Notes: OECD = Organization for Economic Cooperation and Development. Ghana’s Ministry of
Finance and Economic Planning defines the ‘“‘commitment” balance as actual cash (not accrued
or committed) revenues and expenditures excluding cash clearance of arrears. The “cash” balance
includes arrears clearances. | have calculated the primary balance as the cash balance less all interest
payments. This is a standard definition, though it does differ from the ministry s definition.

Conceptually, the energy crisis is a negative supply shock that tends to both
decrease aggregate production and increase the price level. In the best of cases, it
raises firms’ costs of production, as they must switch from the grid to their own
generators. In some cases, the shock is considerably worse: for firms without their
own generators, production may collapse when the power goes off.

I am not aware of any study that estimates the cost of the electricity crisis to
the Ghanaian economy, but it is possible to make a couple back-of-the-envelope
calculations. One approach is to ask how much it costs users to replace the shortfall in
electricity from the grid, using their own generators. The fuel cost for own-generated
electricity is about 1 cedi per kilowatt hour (kwh).® It is more difficult to estimate
the capital cost, which I will ignore. The Electricity Company of Ghana (ECG) and
Northern Electricity Department (NED) charge different tariffs depending on the
amount used and the type of service, but a weighted average of the nonresidential
tariffs is about 0.53 cedis per kwh. Thus, it costs firms about 0.47 cedis per kwh to
replace electricity from the grid.

8 Information was taken from the websites of Honda, Kohler, and Wikipedia for different sizes and types
of generators and based on the June 2015 prices of gasoline and diesel.
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How great is the shortfall? Here, unfortunately, is a wide range of estimates. At the
low end, Ankrah and Ankrah (2015) estimate a variety of models to predict energy
consumption in Ghana. Their best univariate model has 15 percent growth over 2
years. Given that consumption was 12,323 gigawatt hours (gwh) in 2013 (ISSER
various years), the shortfall in 2015 is at 1,931 gwh.* On the other hand \olta River
Authority (2015) reports that its capacity (not generation) shortfall is 11,581 gwh,
a much higher estimate. At 0.47 cedis per kwh, this yields estimates of the cost of
replacing grid electricity at 899 million cedis (0.8 percent of GDP) to 5,391 million
(4.8 percent of GDP). ISSER’s State of the Ghanaian Economy (SOGE) 2014 report
claims that the capacity shortfall for 2014 was 450 megawatts, or 1.6 percent of GDP
annually. None of these considers capital or maintenance costs of generators, just
fuel, so these are conservative estimates.

An alternative approach asks, what is the missing electricity worth to users? The
fact that users were willing to pay ECG and NED rates before the crisis argues
that, at a minimum, it is worth those rates, which were about 0.53 cedis on average
for industrial users. Since this is very close to the 0.47 cedis used in the previous
paragraph, this approach will yield similar estimates. These, too, are lower bounds
insofar as inframarginal electricity may be worth much more than the price to users.

Unfortunately, the range of estimates is very wide: 0.8 percent of GDP is a significant
but manageable shock, but 4.8 percent of GDP is nearly as severe as the fiscal shock.

Changes in Ghana’s terms of trade are less discussed than either fiscal policy or
the electricity crisis, but are still relevant. These were very favorable at the beginning
of the period under consideration, with prices for all of Ghana’s major commodity
exports at relatively high levels. This should have been cause for significant external
saving, but that did not happen. Cocoa prices fell by about one-third in 2012, but have
since recovered to historically high levels. Gold prices fell by more than one-third
in 2013, but that only returned prices to the still relatively high values of 2010. And
oil prices fell by about half in late 2014. Despite these shocks, exports grew strongly
throughout the period on the strength of increased oil export volumes, reducing the
impact of the price shocks.

Over the past 3.5 years, then, Ghana has seen both a persistent aggregate demand shock
in the form of large fiscal deficits and a persistent, if more difficult to quantify, supply shock
due to electricity shortages. It seems likely that these two shocks are independent of one
another: one the result of poor macro policy, and the other an adverse shock (and perhaps,
insufficiently cautious planning and investing for such contingencies). At a deeper level,
though, both shocks reflect the sacrifice of sensible economic policy to short-term political
expedience. Governments around the world, including in Ghana, commonly increase

4 This assumes that generation in 2015 is equal to that in 2013, which seems optimistic, but no

information on later production levels is published yet.
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deficits in an attempt to please the electorate during an election year, as was 2012. I will
consider whether Ghana suffers from a political business cycle in the following sections.

Holding down electricity rates is also politically expedient in the short run, even
if it constrains supply and leads to crises, such as the present one, over time. Both
the distribution companies and the Volta River Authority, the main generator, are
state owned, so they do not necessarily need to make a profit, but they do need to
cover costs. If tariffs are held too low, these firms must cut corners somewhere, and
investment in new capacity and maintenance of existing capacity are the likely places.

2.1. Drivers of the fiscal deficit
2.1.1 The single spine

Most analysts attribute the 2012 deficit to two factors: election-year expenditures
and the Single Spine Salary Structure.® These two explanations are sometimes
presented as one and the same cause, but the Single Spine was an administrative
reform that began long before the 2012 election cycle. The initial studies began
in 2006; parliament passed the first enabling legislation as early as 2007; and
implementation began in 2010. The idea of the reform was to establish a universal
pay scale across the public sector that guaranteed equal pay for equal work regardless
of the employee’s ministry, department, or agency and to convert some allowances to
salary, thus increasing transparency in the public-sector wage bill and also bringing
those allowances into the tax net. These are perfectly sensible reforms that, in and of
themselves, should not have increased the public-sector wage bill.

Two aspects of the reforms’ implementation, however, served to increase wages
substantially. First, government began the process of grading jobs and assigning
salaries to grades with the national police, whose employees, everyone agreed, were
grossly underpaid. The government ended up conceding a roughly 100 percent salary
increase for the police. Having done so, it became difficult to negotiate less generous
pay for employees at higher grades, so substantial salary increases (though not 100
percent) rolled through the entire pay scale.

At the same time, Ghana had discovered the Jubilee oil field, which presented
the prospect of significant oil revenues for the government. This made the unions
bargain harder for wage increases, as they tried to capture a share of the oil wealth,
and probably also made the government more willing to concede increases on the
prospect of having oil revenues to pay for them.

But the negotiations seem to have been too optimistic about the revenues that would
become available. Table 1 shows that expenditure on personal emoluments increased
by 1.6 percent of GDP between 2010 and 2012, while total revenues from oil (including

° The Government also notes a decline in donor grant support. | return to this issue later.
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taxes, royalties, and profits) averaged about 1 percent of GDP in these years (Table 2).
The wage negotiations thus managed to capture all of the oil revenue and more.

While initially planned for 5 years, the government accelerated the migration to
the Single Spine in 2012, not only causing increases in personal emoluments from
the higher salary structure but also triggering payment of wage arrears equal to
2.5 percent of GDP in 2012, a much larger fiscal shock that may well have been
motivated by the elections. Overall, salary increases plus back pay amounted to
additional expenditures of 4.0 percent of GDP, comparing 2012 with 2010.

A final thing to note about this increase is that it was largely unplanned, at least
insofar as it does not show up in the 2012 budget. Table 1 shows that personal
emoluments and wage arrears clearances overshot the budget by 1.5 percent and 1.2
percent of GDP, respectively. This, too, makes these increases look like an election-
year giveaway.
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Table 1: Actual and budgeted government expenditures, in percent

Expenditure item Actual (provisional)
2009 2010 2011 2012 2013 2014
Recurrent 15.4 17.5 16.2 21.2 21.8 21.6
Personal emoluments 7.9 7.9 8.9 9.5 9.7 9.2
Goods and services 1.7 2.1 12 1.8 1.0 1.6
Interest 2.8 31 2.7 32 4.6 6.2
Subsidies 0.0 0.3 0.0 11 1.2 0.4
Grants to national health + IGFs 15 2.3 1.8 3.2 34 3.0
Other 14 19 16 25 1.7 11
Capital expenditure 7.5 8.6 8.5 8.0 5.9 6.6
olw transfers to other public entities 11 1.7 2.3 18 1.3 12
HIPC and MDRI financed expend 0.8 0.7 0.0 0.0 0.0 0.0
Total expenditure 23.7 26.7 24.7 29.2 217 28.2
Arrears clearance 17 14 31 4.9 2.3 3.6
o/w wages and salaries NA NA 0.6 25 11 0.5

Budget

Recurrent 16.7 16.8 154 15.7 21.7 20.3
Personal emoluments 7.4 8.0 7.8 8.0 9.5 9.3
Goods and services 2.1 14 1.4 1.3 18 1.4
Interest 2.6 2.9 2.8 25 34 5.4
Subsidies 0.0 0.0 0.0 0.0 11 0.0
Grants to national health + IGFs 2.1 2.6 2.2 24 4.0 33
Other 25 1.9 1.2 15 1.9 0.8
Capital expenditure 8.9 8.2 9.6 10.1 8.0 7.7
olw transfers to other public entities 2.1 2.0 24 25 2.6 24
HIPC and MDRI financed expend 0.8 0.7 0.0 0.0 0.0 0.0
Total expenditure 26.2 25.7 25.0 25.8 29.7 28.0
Arrears clearance 17 1.6 14 1.8 22 25
o/w wages and salaries NA NA NA 13 0.1 0.5

Source: Ghana, Ministry of Finance and Economic Planning (various years).

Notes: NA = not available—not necessarily zero. IGF = internally generated funds; HIPC = Highly
Indebted Poor Country; MDRI = Multilateral Debt Relief Initiative. Capital expenditures include
transfers to the Education Trust Fund, the Road Fund, Petroleum Related Funds, the District Assemblies
Common Fund, and transfers to GNPC from oil revenue.
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Table 2: Actual and budgeted government revenues, in percent

Revenues Actual (provisional)
2009 2010 2011 2012 2013 2014
Direct taxes 4.7 53 6.7 7.4 6.6 75
o/w Corporate Income 1.8 2.1 2.6 31 2.4 2.7
VAT+NHIL+Excises 55 55 6.1 5.8 5.1 5.7
Import duties 2.0 2.3 2.5 2.5 2.3 2.4
Export duties 0.0 0.2 0.0 0.1 0.1 0.3
Nontax revenue 2.4 2.7 3.0 38 45 4.0
o/w retention 1.1 1.5 1.2 2.4 2.7 2.2
Revenue 155 16.8 19.5 20.6 19.7 21.1
Grants 3.0 2.3 2.0 15 0.5 0.7
Total revenue + grants 18.5 19.1 21.5 22.1 20.2 21.8
Memo: all oil-/gas-related 0.0 0.8 1.1 1.3 1.7 25

Budget

Direct taxes 4.3 4.9 6.6 75 8.2 8.2
o/w Corporate Income 1.9 1.9 2.0 33 36 3.2
VAT+NHIL+excises 6.6 6.2 5.3 58 5.9 6.2
Import duties 25 2.4 2.3 25 2.7 2.7
Export duties 0.1 0.1 0.1 0.1 0.0 0.1
Nontax revenue 2.0 4.2 3.1 2.8 4.2 3.8
o/w retention 11 1.3 1.4 15 3.0 2.5
Revenue 16.9 18.2 17.8 19.2 22.4 22.0
Grants 3.6 3.0 2.3 15 1.3 1.0
Total revenue + grants 20.4 21.1 20.0 20.7 237 23.0
Memo: all oil-/gas-related 0.0 2.2 2.1 1.6 1.2 15

Source: Ghana, Ministry of Finance and Economic Planning (various years).

Notes: All oil-/gas-related does not include excise duties on petroleum products. VAT = value added
tax; NHIL = national health insurance levy.

2.1.2. Donor grants

In addition to the Single Spine pay increases, the government in particular notes
a significant decline in donor grants. For most of the previous decade, these had
run 3.0-4.0 percent of GDP, declining to 1.5 percent of GDP in 2012 and only 0.5
percent in 2013, a substantial reduction in government revenues. Unlike the salary
increases, this decline was anticipated insofar as it is mostly reflected in the budgets,
as well as in actual receipts (up to 2013). Understanding its nature is important for
future fiscal policy. One explanation is that this is a permanent decline resulting from
donor countries’ own fiscal straits and Ghana’s graduation to middle-income status.
If this is true, Ghana cannot count on increased grant support to help work its way
out of the current crisis. On the other hand, the declines may be cyclical, as donors
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withheld support in an election year for fear that it would not be spent wisely, and in
subsequent years, as a protest over the size of the deficit. If this is true, a concerted
effort to rein in the deficit may be able to count on some degree of increased grant
support from donors.

Despite these substantial declines in donor support, it is important to note that
total revenues plus grants increased steadily through 2012, by about 3.0 percent
of GDP compared with 2010. So even though the combined effects of the wage
increases (about 4.0 percent of GDP) and grant reductions (1.0-2.5 percent of GDP)
would seem just about sufficient to explain the 6.0 percent increase in the deficit,
there is more to the story than that.

2.1.3. Other expenditures

Table 1 shows that most other expenditure items increased substantially in 2012. Both
subsidies (mostly to electricity providers to compensate regulations holding tariffs
below cost) and other recurrent expenditures increased by about 1 percent of GDP.
The latter reflects a 700 million cedi increase in the “reserve vote,” a catchall line item
that may reflect election-oriented expenditures, whereas the former is also a short-
term expedient that is politically popular because it holds down electricity prices.
Expenditures funded by internally generated funds, mostly at health facilities and
schools, also increased substantially, though these are funded automatically, and thus,
do not change the deficit. Most strikingly, 2.4 percent of arrears clearances are over
and above the previously mentioned wage arrears. The timing of this effort to clean
up the books may have been election related, too. Overall, then, even though | have
argued that the Single Spine reform was not election-related, expenditures of about
7 percent of GDP may well be attributable to election-year largess: 1 percent for
electricity subsidies, 1 percent for the reserve vote, and 5 percent for arrears clearance,
half of which was for deferred wages associated with the Single Spine reform.

Three last features of Tables 1 and 2 are noteworthy. First, after increasing
substantially in 2011 and 2012, corporate income taxes fell back to previous levels
in 2013. Second, even though the oil revenues did not fund additional capital
expenditures, as every analyst argued they should, capital expenditures at least held
up reasonably well during the election year, but have declined by about 2 percent
of GDP since. Second, overall expenditures have declined very little since 2012,
but noninterest expenditures have been crowded out by rapidly increasing interest
payments, which are 3.0-3.5 percent higher than pre-crisis levels. This is due to the
increase in public debt from less than 40 percent of GDP in 2011 to more than 60
percent in 2014 (Figure 2), along with rising interest rates.
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Figure 2: Government debt, percent of GDP

Source: The State of the Ghanaian Economy (ISSER various years), and IMF (2015b).

Notes: Nominal debt is divided by nominal GDP. The rebasing of GDP to 2006 revealed that previous
estimates of nominal GDP were too low. Official series do not correct pre-2006 values, so they jump
by about 60 percent in 2006. To remove this, I have spliced the old and new nominal GDP series by
increasing the growth rate of nominal GDP by a factor of 1.6 from 1992, the previous base year, to
2006. (See de la Fuente [2009], for recommendations on this method.) This spliced series then con-
verges smoothly to the newly rebased series in 2006.

2.2. Does Ghana suffer from a political business cycle?

A political business cycle is a regular pattern in GDP, inflation, and other macro
variables driven by the election cycle. There is a strong sense in Ghana that, with a
few exceptions, governments let deficits “slip” during election years, bringing them
back into line afterward. This stimulus might induce a political business cycle. Table
3 provides very simple evidence to test this idea: are the values of macro variables
in non-election years consistently different from those in election years? Column 1
gives the variable average for election years; columns 2—4 give the difference be-
tween the average in election years and 1, 2, and 3 years after an election; columns 5
and 6 give the F-statistic for a test that all the values on columns 2—4 are zero, that is,
that non-election years are not different from election years, along with its p-value.

The pattern of the main outcome variables—real GDP growth, inflation, and the
currentaccount of the balance of payments—is what one would expect from a political
business cycle, but the effects are mild. GDP growth is about 1.0 percent higher
in election years than others on average, as is inflation, while the current account
deficit is about 1.0 percent of GDP more negative in election years. The purported
driver of the cycle, the government deficit, also shows the expected pattern: both the
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overall and primary deficits are about 2.3 percent of GDP higher in election years
than others. Perhaps surprisingly, this is not overwhelmingly due to either capital
spending or increases in the public wage bill, both of which are less than 1.0 percent
of GDP worse in election years. The largest effects are in the T-bill market, where
both nominal and real interest rates average about 5.0 percent higher in election
years. Overall, then, these patterns look like a political business cycle, but they are,
on average, relatively mild fluctuations. Most importantly, none of these differences is
statistically significant (see column 6). This could be explained by the small number
of observations, 23-25 years, depending on the series; or by intertemporal variability
in either the policy variables, as sometimes the retrenchment comes immediately
after the elections and other times after a year, or the transmission of the shock to
the economy, as sometimes inflation picks up in the election year and other times a
year later. Nevertheless, this table should make us cautious about concluding that
Ghana suffers from a political business cycle. More importantly, it is obvious that the
current crisis goes far beyond the “average” cycle, if there is one.
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Table 3. Tests of election-year anomalies in macroeconomic variables

Years after election year,
difference from election year

Variable Election year

average One Two Three F p-value
Real GDP growth rate 0.059 -0.010 -0.010 -0.008 1.65 0.21
Inflation (GDP deflator) 0.237 0.012 -0.004 0.014 0.04 0.99
Government Budget
Overall surplus/deficit -0.080 0.015 0.017 0.036 1.65 0.21
Primary surplus/deficit -0.028 0.021 0.020 0.028 0.82 0.50
Total revenue and grants 0.173 0.002 0.006 0.009 0.19 0.90
Direct taxes 0.043 -0.001 0.001 -0.002 0.04 0.99
Indirect taxes (domestic) 0.060 -0.003 -0.003 0.003 1.08 0.38
Import Duties 0.044 -0.001 -0.007 -0.001 0.37 0.77
Cocoa export duty 0.011 -0.001 0.001 -0.001 0.09 0.97
Trade taxes 0.030 0.002 0.004 0.002 0.27 0.85
Other revenue 0.011 0.002 0.007 0.006 0.49 0.69
Grants 0.026 0.004 -0.002 0.002 0.39 0.76
Total expend and net lending 0.247 -0.009 -0.009 -0.028 0.51 0.68
Employee compensation 0.065 -0.005 -0.004 -0.009 0.22 0.88
Interest 0.035 0.002 0.004 -0.003 0.26 0.85
of which: domestic 0.026 0.005 0.006 0.000 0.23 0.87
of which: foreign 0.010 -0.001 -0.002 -0.002 0.28 0.84
Subsidies 0.011 -0.002 -0.003 -0.008 1.23 041
Arrears clearance 0.011 -0.001 0.001 -0.006 0.20 0.90
Capital expenditure 0.089 -0.005 -0.011 -0.006 0.25 0.86
Balance of Payments
CA (excl. official transfers) -0.091 -0.010 0.015 0.016 0.99 0.42
CA (incl. official transfers) -0.068 -0.007 0.015 0.016 0.50 0.69
National Income Accounts
Private consumption 0.786 0.020 0.021 0.010 0.12 0.95
Government consumption 0.131 -0.003 -0.023 -0.011 0.86 0.48
Private investment 0.096 0.015 -0.003 0.000 0.32 0.81
Government investment 0.139 -0.019 -0.017 -0.019 0.33 0.80
Net exports -0.151 -0.013 0.022 0.020 0.83 0.49
Financial Markets
91-day T-bill rate 0.303 -0.030 -0.065 -0.068 0.45 0.72
91-day T-bill rate (real) 0.086 -0.001 -0.048 -0.097 1.16 0.35

Source: Country reports (IMF various years); The State of the Ghanaian Economy (ISSER various
years); and Bank of Ghana (2015).

Notes: All variables except growth, inflation, and T-bill rates are given as percent of GDP. Data are
for the democratic period: 1990 or 1991 to 2013 or 2014, depending on the series.
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3. Macroeconomic consequences of the crisis

In the introduction, | noted that the macroeconomic situation in Ghana is quite
disappointing: declining growth rates, an unsustainable current account, strong
depreciation of the cedi, and resurgent inflation. To what extent are these problems
the consequences of the fiscal deficit and electricity crisis outlined in the previous
section? A good answer to this question would require a careful statistical analysis
that is beyond the scope of this note and may, in any event, be beyond what available
data can support. But it is helpful to do something much simpler: think through how
the expenditure side of GDP might change in response to an increase in government
spending.

3.1. The national expenditure accounts: where does the demand go?

One national income accounting identity states that GDP must equal the sum of
consumption, investment, government spending, and net exports:

GDP=C+I1+G+(X-M) (D)

When government spending increases, something else in the equation has to adjust
to keep it equal. Let’s consider the possibilities. First, GDP could increase. This
would be the case if considerable slack were in the economy—a flat aggregate supply
curve—so that the increased demand brought about mostly increased production,
drawing on unemployed or underemployed resources. Figure 3 shows that growth,
at 9.3 percent, was certainly very high in 2012, though it fell to pre-boom levels by
2014, so the effect, if any, was short-lived even though the fiscal shock persists. The
problem here is that the rapid increase in GDP could have been due to other factors,
in particular, the oil boom.

Looking at Figure 3 and Figure 4 together suggests that if the fiscal shock of 2012
did increase GDP, it was unusual in doing so. Figure 4 shows that the fiscal balance
usually deteriorates in an election year (those highlighted), sometimes dramatically
so. Yet with the exceptions of 2008 and 2012, growth does not pick up noticeably in
election years.
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Figure 3: Real GDP growth, percent of GDP

Source: World Development Indicators (2015).
Note: Election years are highlighted.

Figure 4: Fiscal surplus and deficit, percent of GDP

Source: Country reports (IMF various years); The State of the Ghanaian Economy (ISSER various
years); and Bank of Ghana (2015).

Note: Election years are highlighted.
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A second possibility, and one that has more of an air of macroeconomic crisis, is
that net exports decline as government spending increases, producing “twin deficits.”
It does not seem likely that the fiscal shock would cause exports to decline in Ghana,
as domestic demand for most of Ghana’s exports is limited. But imports could
certainly increase. In fact, in open economies like Ghana’s, this is a typical response
to a fiscal stimulus: the additional aggregate demand spills over onto imports. Figure
5 shows that this does seem to have been the case, as the current account deteriorated
by about 3 percent of GDP in 2012 and 2013, roughly half the size of the fiscal
shock. This led to a sizable loss of reserves, about US$2 billion, in 2012 and 2013,
eventually forcing the Bank of Ghana to allow the cedi to depreciate to bring the
balance of payments, though certainly not the current account, back to zero.

Figure 5: Current account, percent of GDP

Source: The State of the Ghanaian Economy (ISSER various years).

Note: Data in US dollars have been converted to cedis at the year’s average exchange rate and
divided by a spliced nominal GDP. Nominal debt is divided by nominal GDP. The rebasing of GDP
to 2006 revealed that previous estimates of nominal GDP were too low. Official series do not correct
pre-2006 values, so they jump by about 60 percent in 2006. To remove this, | have spliced the old and
new nominal GDP series by increasing the growth rate of nominal GDP by a factor of 1.6 from 1992,
the previous base year, to 2006. This spliced series then converges smoothly to the newly rebased series
in 2006.

A third possibility is that investment spending declines. The usual transmission
mechanism for this “crowding out” is that the government borrowing necessitated by
the deficit drives up interest rates. Figure 6 shows that interest rates, both nominal and
real, certainly increased sharply in 2012 and remained high despite some recovery
in 2013. It is also true that businesses cite “lack of access to capital” as the most
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common impediment to growth in the 2013 Enterprise Survey (World Bank 2013),
though this is a chronic complaint, not unique to the current crisis. However, Figure
7 shows that private investment as a share of GDP actually increased through 2012
and, though declining in 2013, remains high. But these data are surely affected by
the large amount of investment in oil and gas that is occurring in Ghana, making it
difficult to tell whether other investment is being crowded out.

Figure 6: 91-day T-bill interest rates

Source: Bank of Ghana (2015); IMF (2015) for 2014 data.
Note: Election years are highlighted.

In fact, the remarkable thing about Figure 7 is the large decline in consumption
as a share of GDP, the fourth possibility. This is not just because other components
(exports, government spending) have increased while consumption remained
constant; real consumption expenditure actually declined by 7 percent in 2012
before recovering by a similar amount in 2013 (ISSER various years). The normal
mechanisms for crowding out of consumption would be either tax increases, which
did not occur, or price increases. While inflation has increased, the rise is rather
modest, especially by historical standards in Ghana (Figure 8). Thus, the marked
decline in private consumption is difficult to explain.
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Figure 7: Expenditure on GDP (%)

Source: World Development Indicators (2015); IMF (various years).

Note: Government investment is taken from various IMF country reports. It does not include transfers
to the GETFund, Road Fund, and others or investments by state-owned enterprises. Private investment

is the difference between total investment in the World Development Indicators and the IMF government
investment.

Figure 8: Inflation, annual average rate

Source: World Development Indicators (2015).
Note: Election years are highlighted.
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4. Policy options to restore macroeconomic stability

Large fiscal deficits are not unusual, in Ghana and elsewhere, and they do not always
constitute a crisis. What makes the current situation a crisis? In general, govern-
ments can run deficits as long as someone is willing to lend them the money to cover
them, and as long as the consequences of that borrowing—for example, inflation,
rapid depreciation, high real interest rates—are tolerable. Perhaps the most unusual
feature of the current crisis in Ghana is its duration: people have been willing to lend
the government increasingly large amounts of money for more than 3 years. This
is due in part to Ghana’s low debt levels prior to 2012 (thanks to the prior decade’s
programs of debt relief), and in part, probably to the expectation of substantial oil
revenues that will enable the government to repay its debts. Given both domestic
interest rates and the rate on the most recent Eurobond issue, however, it seems that
creditors” willingness to buy more debt is reaching its limit (IMF and World Bank
2015). That, in turn, has brought on a crisis that requires a policy response.

Since the main drivers of the current crisis are two shocks that are reversible, one
is tempted to say simply, “Reverse those.” On the fiscal side, the government’s plan
is to do that, more or less, though this is complicated by the fact that just reversing
the policies that brought on the deficit will not fix it. The debt accumulated in the
intervening years brings associated debt service, which adds 3 to 4 percent of GDP
to expenditures every year.

On the energy front, the government, energy suppliers, and donors seem to be hard
at work at reversing the shortfall in generation. Although it is difficult to get verifiable
numbers on both the size of the current deficit and the timing of new generation
capacity coming online, Volta River Authority (2015) argues that generation capacity
will be greatly improved by the beginning of 2016. The Minister for Power (a newly
created ministerial post) has promised to resign if regular power is not restored by
the end of 2015. And the government has agreed to a $500 million compact with the
Millennium Challenge Corporation that focuses on improving the functioning of
the energy sector (though little of that money is being disbursed in the short term).
Overall, then, while electricity may not be as cheap as the hydroelectric generation
that has been dominant in Ghana, it will be much cheaper than own generation, and
the supply shock should dissipate.

This is an opportune moment to address one important policy consideration:
electricity prices. To the extent that the government must accept responsibility for
electricity prices, and raise them, there is no better time to do so than at the end
of a long period of rolling blackouts. Consumers are more likely now than ever to
appreciate that the price must cover the costs of electricity provision.

The government has announced its desire to get out of the business of setting
electricity prices, though this will be difficult on two fronts. Technically, electricity
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distribution, though not generation, is a natural monopoly that requires some sort of
regulation. Most electricity market deregulation schemes recognize this and focus
on developing a competitive market at the generation stage, while maintaining a
regulated scheme for distribution. In Ghana’s case, this mostly involves a state-
owned enterprise, the Electricity Company of Ghana, consciously not exploiting its
monopoly position.

The seconddifficultyispolitical. When a government has accepted the responsibility
for controlling a price, it is very difficult politically to abjure that responsibility.
In Ghana and many other countries, for example, even though the exchange rate
has floated officially for many years, at any time of sharp depreciation, the public
expects the government to do something about it. Because electricity prices are very
public and charged (if not set) by a parastatal company, the government will find it
difficult to attribute future price increases to market forces and walk away.

4.1. Fiscal policy responses

Much more can be said about the fiscal shock for which the government has a detailed
plan, an agreement with the International Monetary Fund (IMF) under the auspices
of a 3-year Extended Credit Facility signed in late 2014. Table 4 gives key elements
of the fiscal plan along with its projections for some macroeconomic variables.® The
program’s overall fiscal target is to reduce the deficit to 3.7 percent of GDP by 2017
(from 11.6 percent in 2012 and 9.4 in 2014) and to bring the primary balance back
to zero immediately and to a small surplus by 2017. Given the growth assumptions,
this will allow the debt-to-GDP ratio to begin to decline.

8 Although the plan does not address the energy crisis explicitly, it does seem to assume that it will
be resolved in 2015 since it shows recovery of non-oil growth rates in 2016 and 2017 along with
reduced inflation, results that are possible only with positive supply shocks. Overall GDP is expected
to grow even faster as more oil and gas production comes online.
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I
Table 4. Government macroeconomic program, agreed with the International
Monetary Fund

Est Program Change
Variable 2012 2013 2014 2015 2016 2017 2017- 2017-
2012 2014
Growth Rate (%)
Real GDP 8.0 7.3 42 85 6.4 9.2
Real nonoil GDP 73 6.7 4.1 23 47 55
CPI (annual average) 7.1 11.7 15,5 12.2 10.2 8.4
Percent of GDP
Gross capital formation 31.0 22.4 247 23.6 247 254 -5.6 0.7
Government 6.1 48 5.6 4.6 4.7 4.6 -15 -1.0
Private 24.9 17.6 18.5 185 195 205 -4.4 2.0
Current account balance -7 -17 0 =92 -70 62 49 6.8 43
Central government 18.5 16.5 18.4 19.2 19.6 20.0 15 1.6
revenue
Oil revenue 1.3 1.7 25 0.9 15 22 0.9 -0.3
Grants 15 0.5 0.7 1.4 1.2 0.9 -0.6 0.2
Central government 30.1 26.8 27.8 26.7 254 23.7 -6.4 -4.1
expenditure
Compensation of 12.0 10.9 9.7 9.5 8.6 7.9 -4.1 -1.8
employees
Purchases of goods and 1.8 1.0 1.6 11 1.0 1.0 -0.8 -0.6
services
Interest payments 3.2 4.6 6.2 7.2 6.1 5.6 2.4 -0.6
Subsidies 11 1.2 0.4 0.0 0.0 0.0 -11 -0.4
Other recurrent 3.8 25 2.3 0.9 1.4 13 -2.5 -1.0
Net acquisition of 48 45 54 4.6 49 45 -0.3 -0.9
nonfinancial assets
Overall balance -116 -104 -9.4 -7.5 -5.8 -3.7 7.9 5.7
Primary balance -8.4 -5.7 =31 -0.3 0.3 1.9 10.3 5.0
Central government debt 49.1 55.1 67.6 69.6 67.5 62.6

Source: IMF (2015a; 2015b).

Note: “Other recurrent” includes arrears clearances. CPI = consumer price index
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To achieve this will require significant reductions in expenditures: 6.4 percent of
GDP compared with 2012 (the beginning of the crisis) and 4.1 percent compared
with 2014, the most recent preprogram year. The largest share will come from
reduced expenditures on employee compensation. Given that wages were a source
of the fiscal deficit, this makes sense, though the overall cut is not very ambitious—
the program leaves the wage bill at 7.9 percent of GDP in 2017, significantly higher
than historical ratios (Figure 9). The mechanism for this is allowance for only small
nominal wage increases, well below the rate of inflation, along with a hiring freeze
outside the education and health sectors. The program allows for a 13 percent
increase in basic wages, but also eliminates a 10 percent cost-of-living adjustment
that was granted in 2014, for a net nominal increase of only 3 percent. The program
does allow for an increase in the size of the civil service of 2.7 percent, however
(IMF 2015a, 51).

Figure 9: Selected government expenditures, percent of GDP

Source: IMF country reports (various years).

A less tractable question is what to expect in terms of donor support. Grants have
ranged from 1 to 4 percent of GDP over the past three decades. Currently, they are at
the lower end of that range, though 2015 should have significantly more grant support
in the wake of the IMF agreement. On one hand, Ghana should expect much less
grant support as its GDP and oil revenues increase. On the other, Ghana is certainly
in a bind currently, and donors have been quite responsive to fiscal difficulties in the
past.
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It is also important to highlight an item that will not provide much more fiscal
space: oil revenues. The current projection is for oil-related revenues to be only 2.2
percent of GDP in 2017, after the new oil and gas fields begin to produce. That is less
than the contribution in 2014 because of lower world prices, of course.

Increasing revenues also is unlikely to be a wise approach to increasing fiscal
space. With revenues around 20 percent of GDP, Ghana is already above average for
lower-middle-income countries (15.4 percent) and middle-income countries (18.1
percent). So, although there may be sensible administrative reforms to make taxation
more efficient, the goal should not be to raise further revenues. In particular, part of
the government’s program calls for a review of exemptions to the tax code, which
is quite sensible.” In addition, elimination of cocoa duties, which are regressive
(Younger et al. 2105), would be obviously good for agriculture and would have
minimal fiscal impact, about 0.2 percent of GDP.

Much has been made of plans to review the payroll and eliminate ghost workers.
To date, however, the exercise has had very little effect. A report by the Controller
and Accountant General’s Department (2015) states that 47,186 civil servants’
salaries were suspended in September and October 2014 because they had no bank
account information. This represents about 8 percent of public employees. Of those,
only 2,690 have not regularized their data and had their salaries reinstated. Further
measures are planned, such as biometric identification of employees and a monthly
validation of employees by department heads, but it is not clear how many ghosts
this will eliminate. It seems more likely that plans for the program’s later years must
include comparably strict limits on wage increases.

The next largest reductions come from “other” expenditures, which includes
arrears clearances and capital spending, both declining about 1 percent of GDP
relative to 2014. Purchases of goods and services, interest payments, and elimination
of electricity and petrol subsidies contribute smaller amounts. The reduced interest
payments (relative to 2014) depend on significant declines in interest rates given that
government debt declines only marginally. This may be optimistic.

The program also relies on increased tax revenue of 1.6 percent of GDP. Most of
this increase comes from imposition of value added tax (17.5 percent) on petroleum
products that had previously paid only excise duties, a step already taken in the 2015
budget. Although met with strong protests, this is a mostly reasonable tax increase.
Fuels are more lightly taxed in Ghana than in other countries, and taxes on petrol and
diesel are progressive even after considering their indirect effects on transport costs
and goods and services that use transport (Younger et al. 2015). Taxes on kerosene,
on the other hand, are quite regressive and thus less attractive.

7 For example, exemptions to import duties account for about 1 percent of GDP.
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Except for a temporary increase in 2015, the program does not envisage grant
support returning to 2012 levels.

In all, the program brings the overall deficit to 3.7 percent of GDP and the primary
balance to a surplus of 1.9 percent of GDP, both better than has been the case for most
of the past 20 years (Figure 4). Since Ghana has done passably well with deficits of
this size, the program would seem to be adequate to restore macroeconomic stability.
A variety of methods indicate that the resulting current account deficit of 4.9 percent
of GDP is also sustainable (IMF 2015b).

4.2. Further fiscal space

Despite the fiscal strictures that Ghana faces, different interest groups argue for
increased spending on specific pet programs or policies. Ghana’s cash transfer
program, LEAP, has good targeting but a small budget. Increasing its coverage
could be an effective way to reduce poverty. Ghana has signed a Comprehensive
Africa Agriculture Development Programme (CAADP) compact to raise agricultural
spending to 10 percent of total expenditures, an increase of about 6 percent of
expenditures, or about 1.5 percent of GDP. The current electricity crisis makes the
productivity of investment in this sector obvious. Given the exigencies of restoring
macro stability and the government’s existing plan to do so, is further “fiscal space”
remaining for any of these initiatives (or any others)? The outline of the existing
macro plan would seem to say no. The plan cuts most spending, makes optimistic
assumptions about growth rates, inflation, and interest rates on government debt,
and still only just brings the fiscal and current account deficits to sustainable levels.
There does not seem to be room for further spending on social welfare, agriculture,
infrastructure, or anything else.

That said, the current program is less than ambitious in one place: the public-
sector wage bill. Figure 9 shows that as recently as a decade ago, Ghana spent only
5-6 percent of GDP on employee compensation. That figure is now 9—10 percent
of GDP, and the current program plans to lower it to only 8 percent by 2017. More
aggressive reform seems possible on this front, though it would be politically difficult
and probably require significant retrenchment and accompanying severance pay, and
several years to achieve.

4.3. History lessons

This current crisis is not the first time that Ghana has struggled with large fiscal
deficits and the resulting macroeconomic imbalances. Yet Figure 4 shows that Ghana
has also made large reductions in fiscal deficits three times in the democratic period:
1993-95, 200005, and 2008—11. How were these reductions achieved, and do they
hold lessons for policy?
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Table 5 shows that revenues increased by 7.2 percent of GDP between 1992 and
1995—an extraordinary increase. But most of the increase, 4.3 percent of GDP, was
from “other revenues,” in particular, divestiture of state-owned companies and other
assets acquired by the Non-Performing Assets Recovery Trust (NPART). Gains from
other sources were much more modest—1.1 percent of GDP in direct taxes, 1.2
percent of GDP from import duties (which were exceptionally low in 1992)—and
expenditures actually increased. Although the government of Ghana does still own
some companies, their sale as part of the solution to the current crisis has not been
discussed.

From 2000 to 2005, revenues again increased by 3.4 percent of GDP, but
expenditures also declined by 1.6 percent of GDP. Most of the revenue gain came
from a 1.8 percent of GDP increase in grants, and all of the expenditure reduction
was accounted for by a decline of 3.4 percent of GDP in interest expenditures. Both
of these improvements came from the significant debt relief afforded Ghana under
HIPC and the Multilateral Debt Relief Initiative. These options also are not on the
table in the current crisis.

From 2008 to 2011, the story is somewhat different. Here, revenues once again
increased, by about 3.3 percent of GDP, mostly on the strength of improved direct
taxes, up by 2.5 percent of GDP. Note that this does not reflect higher oil revenues,
which did not kick in until 2011, and even then were less than 1.0 percent of GDP.
Instead, both Pay As You Earn (PAYE) personal income tax and corporate income
tax increased during this period, perhaps due to increased “formalization” of the
economy (ISSER various years). Expenditures also declined in this period, by 3.9
percent of GDP, most of which was a decline in capital expenditures. These had
been extraordinarily high in 2007 and 2008, as Ghana prepared to host several
international events.

In sum, much of Ghana’s success in reducing fiscal deficits during the democratic
period has come from one-off items: asset sales or debt relief. Neither is under
discussion as a solution to the current crisis. To the extent that other policies
contributed to restoration of fiscal balance in these episodes, they did so mostly
through increases in direct taxes and reductions in capital spending. But the former
are historically high in Ghana currently, and the latter historically low (Table 5).
Pursuing similar policies now seems unlikely to be either wise or successful.
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Table 5. Selected revenue and expenditure items, share of GDP
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Table 5. Selected revenue and expenditure items, share of GDP continued
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5. Conclusion

Ghana is in the midst of a macroeconomic crisis brought about primarily by two
shocks: a large and prolonged fiscal deficit and an electric energy crisis. The first
shock is about 6 percent of GDP; the latter is more difficult to quantify, but may be
as large as 4 percent of GDP. Both of these shocks are large but not unprecedented
in Ghana’s recent history. The difference this time around is the persistence of the
fiscal shock: the government waited 3 years to address the deficit, while in the past,
the necessary retrenchment was more immediate. This difference probably reflects
Ghana’s much better debt position at the beginning of this crisis. Together, debt
relief, the revaluation of GDP, and the perceived increase in oil revenues made gov-
ernment appear more creditworthy, thus allowing it to borrow large amounts for an
extended period of time: the government continued to borrow because it could. With
sharp increases in interest rates on Ghanaian debt both at home and abroad, that
leeway has ended.

Addressing this crisis is within the government’s reach. Indeed, the current policy
framework may do that, with some luck. Significant new generation capacity is set to
come online in the latter part of 2015, though whether it will be sufficient is unknown.
If the supply shock has been toward the worst end of the estimates produced here,
reversing it would give the economy a strong boost in the form of a positive supply
shock. That, in turn, might justify the rather optimistic projections for GDP growth,
inflation, and interest rates inherent in the government’s macroeconomic program.
The luck needed is to experience no further supply or terms-of-trade shocks—
something that can never be certain to be the case. In particular, 2015-16 looks to be
an El Nifio year, which sometimes brings drought to West Africa and could be very
costly to agriculture and electricity generation.

On the fiscal side, government ran up the current deficits; it should be able to
reverse them. This is not as easy as it seems, however, both politically and financially.
In addition to reversing its expenditure increases, the government must cover an
additional 3—4 percent of GDP in interest payments on the debts accumulated during
the past 4 years. It is also important to note that the current macroeconomic program
does not return either the budget or current account deficit to zero, but to about 4
percent of GDP, amounts that have been typical for Ghana but may not be optimal. In
particular, the current plan does not appear to leave any room for expenditure items
that matter to various constituencies and to Ghana’s future growth.

For those who would like to increase expenditures, the challenge is to find the
fiscal space to fund them. Being optimistic is difficult. While Ghana has successfully
reduced large deficits in the past, it has mostly relied on the one-off solutions of asset
sales and debt relief. Other options such as tax increases or reductions in capital
expenditure seem unwise, as the former are at historic highs as a share of GDP
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and the latter at historic lows. The one place where room appears for significant
fiscal improvement is the public-sector wage bill, which despite the current plan’s
intentions to rein it in, remains quite large as a share of GDP and much larger than it
has been in the recent past. Understanding why this is the case and how government
can address it should be a priority for medium-term fiscal policy.
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